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Tax Relief for Troubled Borrowers Passes Legislature

(SACRAMENTO, CA) – Yesterday, Senate Bill (SB) 1055, authored by Senator Michael J. Machado (D-Linden), passed out of the State Senate on a unanimous vote and is now awaiting transmission to the Governor.

SB 1055 will help Californians whose lenders have forgiven a portion of their mortgage debt, by allowing these taxpayers to exclude the forgiven debt from their incomes for state income tax purposes.  Under existing state tax law, mortgage principal forgiven by a lender is taxable to the borrower as ordinary income (not capital gains) in the year in which the debt is forgiven, creating a huge burden on borrowers who are already having trouble meeting their financial obligations.  The federal government passed tax relief similar to the relief offered by SB 1055 earlier this year.

“SB 1055 is an example of something the Legislature can and should do to help mitigate the pain that the mortgage crisis is causing,” said Machado.  “The last thing we want to do to a borrower who has just lost his or her home is hit them with a big tax bill.”

Specifically, the measure will help borrowers whose lenders agree to a short sale, or a deed in lieu of foreclosure, as well as borrowers who negotiate loan modifications that reduce the principal of their loans, and borrowers who lose refinanced homes to foreclosure.  In all of these instances, borrowers owe more on their mortgages than their homes are worth, and lenders agree to forgive a portion of the borrower’s debt obligation.

In recognition of the state’s significant budget shortfall, SB 1055 is only effective for debt forgiven on owner-occupied homes during the 2007 and 2008 tax years, and caps the amount of debt each taxpayer can exclude from income at $250,000.  The bill is expected to help several thousand taxpayers over the two year period.   

Taxpayers who have already filed their 2007 taxes will be able to file amended returns to claim the tax relief and also waives penalties and interest for taxpayers who did not pay tax on their forgiven debt by the April 15th deadline.

Senator Machado represents the Fifth Senate District, which includes the cities of Stockton, Tracy, Manteca, and Lathrop in San Joaquin County, as well as the counties of Yolo and Solano in the north, along with portions of Sacramento County.

# # #

